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2001 [ Inancial Summary

Statement of Operations Data
(in thousands, except per share and gross margin data)

2001 2000 1999 1998
Revenues $ 45,695 $ 32,037 $ 10,310 $ 973
Total operating expenses $ 40,225 $ 33,853 $ 26,937 $ 14,498
Net loss $ 16,409 $ 18,972 $ 21,612 $ 13,025
Net loss per share $ 1.59 $ 2.01 § 3.08 $ 2.72
Gross margin 52% 42% 36% -
Weighted average shares used in computing net loss per share 10,300 9,418 7,025 4,796
Balance Sheet Data
Cash and investments $ 33,116 3 29,285 ’ 8 53,010 B 7,526
Total assets $ 63,178 $ 58,024 i $ 69,726 8 23,290
Total shareholders’ equity l $ 55,683 $ 47,308 j $ 63,709 $ 19,833

Year End Results
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The theme
of this annual
report, Carrying

Ultrasound into

the Future,
describes our vision in action. It conveys the unigue
value we bring to ultrasound imaging in medicine,
yet it also implies a larger task — one of leadership
and growth. What really is the future of ultrasound
in medicine, and what role will SonoSite
technology play?

We like to think big. We imagine a time when
our instruments will be as ubiquitous in the medical
world as the stethoscope. And why not? When René
Laénnec used a wooden tube to invent the world’s
first stethoscope in 1819, he changed more than the
doctor’s wardrobe. He used sound to empower the
physician with a new level of insight.

One hundred and eighty-two years later, SonoSite
is making similar contributions to the evolution of
medicine — first in bringing high quality ultrasound
to the patient, and second, in giving physicians a new
level of visualization into the body. In 2001 we
made great progress toward shaping our future and,

we believe, the wltimate future of ultrasound in medicine.

Toour Shareholders and Employees

Key Accomplishments in 2001

Four years ago, SonoSite was conceived with the vision
of carrying ultrasound into the future. Today with the
shipment of over 6000 systems, that vision is clearer
than ever. Undoubtedly, 2001 marks a pivotal year in
our company’s development and definition of the
hand-carried ultrasound concept and market; a vear of
true progress.

Having already invested substantial efforts in the
creation of critical functional strengths — product
development, manufacturing and sales, we entered 2001
with the primary goals of raising market awareness and
increasing revenues.

The effort put forth to accomplish these goals paid
off. We witnessed increased recognition of the value of
our products, gained traction and visibility worldwide,
and culminated the year with growth in sales of 43
percent. Our revenue grew to $45.7 million, up from
$32.0 million in 2000. Importantly, end market purchases
grew even more than reported revenue due to initial
dealer stocking in 2000. Dealer stocking accounted for
much less revenue in 2001, dropping from an estimated
$12.0 million in 2000, to approximately $1.0 million in

2001. Gross margins improved 10 percentage points

ryear over year to 52 percent over 2000,

Financial Performance

Delving deeper into our financial performance, in the
U.S,, full year revenues increased 57 percent over the
prior year. Excluding U.S. distributors, which declined
in 2001 concurrent with the growth of our direct sales
force, direct sales grew 176 percent over 2000, In
Europe, revenues were up 141 percent over the prior

year, driven by the success of our direct operation in
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the U.K. Revenues in our JPLAC region (Japan, Asia,
Latin America and Canada) were level overall with prior
year revenues due largely to the inital channel orders in
the first half of 2000. The revenue mix for the full year
was 52 percent U.S. and 48 percent international compared
to 47 percent and 53 percent in the prior year.
Operational expenses increased 18.8 percent to $40.2
million in 2001. Although the expense increase was
expected, unanticipated costs late in the year associated
with the defense of our intellectual property rights
combined with losses on our China joint venture, had
a negative impact of approximately $1.0 million, or $0.09
loss per share for the final quarter. For the year, we
reported a loss of $16.4 million, or $1.59 loss per share,
com?ared to a loss of $19.0 million, or $2.01 per share,
in the prior year. Excluding the above mentioned
expenses, the net loss per share would have been $1.49
for the year. A $25.0 million equity financing was also
completed in the third quarter, and combined with
existing cash, resulted in a cash balance of $33.1 million

at year’s end.

Efficiencies and Cost Reduction

Late in 2000, manufacturing was brought in house, a
decision that in 2001 yielded a significant increase in
gross margins and improvements in inventory
management. Internal cost controls contributed to gains
in gross margins, and improved materials planning
practices resulted in a decrease in inventory from $12.3

million in 2000 to $8.3 million in 2001.

Strategic Initiatives
A number of strategic initiatives, emerging from each of
our functional areas, were the driving force underlying our

progress in 2001, and set the stage for the future:

° The addition of two new product platforms: the
SonoSite® 180PLUS and SonoHeart® PLUS hand-
carried ultrasound systems. Improved performance
and additional features never before found on a system
of this size, increased product appeal while broadening
overall market interest. Physicians now can take
advantage of pulsed wave Doppler to quantify
blood flow, tissue harmonic imaging to produce higher
quality images, M-mode for expanded cardiac
measurements, ECG capability, and PC Direct
Connectivity.

¢ The increase of our U.S. sales force from 26 to 51,
doubled our product visibility and market awareness
and ultimately drove sales increases.

¢ The performance of our sales force also resulted in
richer configurations and improved prices.

» The expansion of our direct sales model into Europe,
with the establishment of direct operations in the
UK., and later in the year, the decision to enter
Germany, France and Spain.

* The clearance of our PLUS platform in Japan which
enables significant opportunities in Japan going forward.

e The refinement of our customer fulfillment
capabilities to further enhance gains in gross margins
and customer satisfaction.

» The significant improvements to our manufacturing
systern1, enhanced by increased factory utilization,
lowered costs of shipping and the elimination of
external margins all resulted from bringing
manufacturing in house.

In addition to these initiatives, we attribute a great deal

of credit for our success to the approach we used in our

product development group. In order to ensure a

consistently high level of innovation, we targeted product
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development as a core business focus from the onset.
Our product development team was built of best-of-
breed professionals with a balanced mix of engineering
and product implementation experience. The outcome
has been excellent. Since our first release in September
of 1999, we have had nine major product releases over

22 months, all on or ahead of schedule, with product

performance at or above internal expectations.
Progress in corporate accounts added value as well in
terms of facilitating the sales process and raising awareness
and revenues. In addition to preferred provider contracts
signed late in 2000 with Kaiser, AmeriNet and Novation,
in 2001 we expanded our corporate accounts portfolio
by completing similar agreements with Premier and
Broadlane. Beyond their value to the sales process, these
agreements had a positive impact on our brand awareness,
as well as enhancing SonoSite’s credibility. These
corporate agreements cover 80 percent of the U.S.
hospital market and give our products broader exposure
to facilities and physicians. We anticipate that their value
will endure for years to come and will contribute strongly

to SonoSite’s future.

Clinical Validation

One of the most significant components of our strategy
has been clinical validation. Throughout 2001, eight
studies on SonoSite products were presented in the U.S,,
Europe and Japan. All of them endorsed the value of
our products’ capabilities and potential.

In fact, in an important proof statement, the American
Society of Echocardiography (ASE) released a position
paper on hand-carried ultrasound devices supporting
the technology and usage of devices such as SonoSite

systems by trained clinicians. The paper suggests that

hand-carried ultrasound devices can soon extend the
concept of the “complete physical examination,” allowing
for a rapid assessment of cardiovascular anatomy, function,
and physiology. This might explain why, without
exception, all of our corporate customers have embraced
our new products and the enhanced clinical utility they
bring to physicians. Moving forward, we intend to
leverage our clinical validation through our sales and
marketing efforts. We are encouraged to report that the

vision is becoming clearer... and gaining traction.

Innovation and Technological Leadership
Qur progress in 2001 leaves us poised for more
advancement in 2002. With the year barely underway,
we have already introduced the SonoHeart®* ELITE
system for cardiology, in response to the markets’ requests
to see our product go beyond quick-look imaging to
facilitating a complete exam. The enhanced features of
this product have brought new meaning to the terms
“efficiency” and “cost effectiveness” in echocardiography.
The release of the SonoHeart ELITE system, as well
as our SonoSite 180PLUS product enhancements of
2001, clearly exemplity our commitment to innovation
and technological leadership. We plan to maintain our
focus and aggressive pace going forward with further
planned enhancements to our product line up through

2003 and beyond.

Challenges

. Our biggest challenge continues to be the speed with

which we take advantage of our innovative technology
through our emerging direct sales and marketing model.
We continually assess sales force sizing and efficiency to
ensuire we move on opportunities, and our marketing

efforts remain focused, well targeted and aggressive.
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On the competitive front there was “noise” in the
hand-carried space this past year, but we saw little actual
activity from potential competitors. We have significant
advantages over any new entrants with our next
generation products which will be even more advanced
in performance and size. Moving forward, we will face
competition head-on with strong innovation,
technological leadership and increased performance in

sales and marketing.

What to Expect in 2002

Our objective in 2002 is to achieve 50 percent revenue
growth and to optimize our functional areas while
maintaining balance between sales, marketing and
technological innovation. We will continue to drive
ultrasound to the patient and carry ultrasound into the
future to bring value to our shareholders. With this vear
already underway, we would like to express our
appreciation to those shareholders who have committed

to journey with us into the fucure.

Kevin M. Goodwin
Dresident and Chief Executive Officer
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“This company has the vision to redefine how
physicians will utilize ultrasound for years to come.”

Thomas Cook, MD, FACEP, Cofumbia, SC

The SonoSite 1I8O0PLUS

Hand-Carried Ultrasound System
for General Imaging

Small System, BIG Image

The SonoSite 180PLUS hand-carried ultrasound system is our second-
generation, all-digital system designed for full-body ultrasound imaging.
Introduced in April 2001, the product has many of the advanced features
tound on more expensive cart-based systems, vet it weighs just under 6 pounds.

At the heart of our innovation is proprietary miniaturized all-digital architecture

———————esemwms  2000Fcb04 00:38

that enables 1-cm square microchip designs on a single small circuit board to
Umbilical cord blood flow shown with

directional color power Doppler replace the 10 to 20 boards common in larger, heavier systems. The result is

image quality comparable to systems that

can cost up to 10 tumes more as well as SonoSite 180FLUS hand-carried

weigh up to 80 times more. ultrasound systems are used for

1 The SonoSite 180PLUS system adds value many general imaging

not only because of its size and performance, applications including:
but also because of how it enables physicians o Abdominal
to incorporate ultrasound into their practices. o Breast
Breast cyst needle aspiration shown with
high resolution imaging Physicians can — and are — taking SonoSite o Cardiac
ultrasound directly to thetr patients for o Gynecological
immediate diagnostic use at the initial point e |nterventional Procedures
of care. Earlier detection of disease means = Intraoperative Procedures
#, S AN : earlier treatment which can have a dramatic  » Musculoskeletal
Nof ; - . .
- impact on patient outcomes. o Obstetrical
e AT
» s
o Pediatric/Neonatal
- ° Prostate
SonoSite offers a wide range of transducers
for multiple applications
pie app o Small Parts
° Vascular
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“An evolutionary change in medical technology is
occurring with the introduction of the HCU imager.”

American Society of Echocardiography*

The SonoHeart ELITE

Hand-Carried Ultrasound System
for Cardiology

Complete System, Portable Package

The SonoHeart ELITE hand-carried ultrasound system is our latest advancement
on the SenoHeart platform. Introduced in February 2002, this full-featured,
all-digital system weighs just under 6 pounds, and includes all the capabilities
needed to perform a full ultrasound study of the heart.

We have completed the functionality on the SonoHeart ELITE system

with continuous wave Doppler and Extended Resolution Harmonic imaging.
Improved color imaging on the SonoHeart ELITE system

allows for detection of abnormalities These capabilities allow cardiologists to quantify blood flow in the heart and

make better diagnostic decisions with enhanced two-dimensional image

S
1~
!
W o

L ‘ quality. Finally, physicians have access to a full echocardiography system in a
e e o
A"

small package, at an attordable price and without sacrificing image quality.

The SonoHeart ELITE system allows

cardiologists to perform full cardiac studies SonoHeart ELITE systems are
anywhere — in an office, hospital or satellite used for complete cardiovascular
clinic — without needing to move critically applications:

High guality continuous wave Doppler allows accurate

measurement of high velocity blood flow il patients or heavy cart-based systems. And, o Adult cardiac exams

it is clinically proven by studies conducted ° Interventional procedures |
at major institutions to compare to larger, ¢ {ntraoperative procedures ‘
more expensive systers. ¢ Pediatric cardiac exams

e Vascular assessment j
Abdominal Aortic Aneurysms (AAA) ‘
Carotid artery )

Thrombus

SonoSite's Grab and Go carrying case converts to a * “Hand-Carried Cardiac Ultrasound (HCU) Device: Recommendarions Regarding New Technology,”
workstation (Patent pending) A report from the American Sociery of Echorardiography, (2001).
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Carrying ultrasound
into the most remote

places on earth...

and into the most advanced medical

centers in the world

The ScnoSite 180 system in use, when responding to
skiing and snowboarding accidents at
Blackcomb Ski Resort

A demonstration of the SonoSite 180 system in
Doganbey, Turkey for Vice Admiral Johnson,
Commander in Chief of the 6th Fleet

The SonoHeart system is used to screen student athletes
from Fountain Vailey High School in California

From the ski slopes to the sky, from the rugby
fields of England to the mountains of Tibet,

SonoSite’s systems are helping physicians everywhere to provide better care
for their patients, no matter how remote the location.
We shipped our first system on September 17,1999, Just over two years

later, we’ve shipped more than 6,000 systems worldwide. The versatility,

portability and high image
quality of our systems enable  SonoSite systems can be found at:
them-to go just about © Beth Israel Deaconess Medical Center
anywhere, including into < Cedars-Sinai Medical Center

some of the most prestigious e Deutsche Klinik fir Diagnostik,
Weisbaden, Germany

medical centers in the world ) .
e Harborview Medical Center

— from Yale University .

School of Medicine to

s Hennepin County Medical Center
o Hépital Bichat-Claude Bernard, Paris, France

Kaiser Permanente, and all o John's Hopkins University School of Medicine

points in between. ° Kings College Hospital, London, England

o Mayo Clinic

¢ New York University Hospital

° Northwestern University Medical Center

¢ Cregon Health Sciences University

o Osaka University Medical Center, Osakea, Japan
o St. Luke's Roosevelt Hospital Center

° St. Paul's Hospital, Vancouver, BC

e Tokyo Univefsity Medical Center, Tokyo, Japan
o Tufts-New England Medical Center

o Yale University School of Medicine
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PARTI

Our disclosure and analysis in this report and in our 2001 Annual Report to shareholders, of which this
report is a part, contain forward-looking statements. Forward-looking statements provide our current expectations
or forecasts of future events. Forward-looking statements include statements about our plans, objectives,
expectations and intentions and other statements that are not historical facts. Words such as “believe,”
“anticipate,” “expect” and “intend”” may identify forward-looking statements, but the absence of these words
does not necessarily mean that a statement is not forward-looking. Forward-looking statements are subject to
known and unknown risks and uncertainties, and are based on potentially inaccurate assumptions that could
cause actual results to differ materially from those expected or implied by the forward-looking statements. You
should not unduly rely on these forward-looking statements, which speak only as of the date of this report.

We undertake no obligation to publicly update any forward-looking statements, whether as a result of new
information, future events or otherwise. You are advised, however, to consult any further disclosures we make on
related subjects in our future Quarterly Reports on Form 10-Q, Current Reports on Form 8-K and Annual Reports
on Form 10-K. Also note that we provide a cautionary discussion of risks, uncertainties and possibly inaccurate
assumptions relevant to our business under the caption “Important Factors That May Affect Our Business, Our
Results of Operations and Our Stock Price” in this report. These are risks that we think could cause our actual
results to differ materially from those anticipated in our forward-looking statements or from our expected or
historical results.

ITEM 1. BUSINESS

Overview

We are a leading provider of high performance, highly miniaturized, hand-carried, all-digital ultrasound
imaging devices for use in a variety of clinical applications and settings. Our proprietary technologies have
enabled us to design hand-carried diagnostic ultrasound devices that combine all-digital, high resolution imaging
with advanced features and capabilities traditionally found on cart-based ultrasound systems. We believe that the
portability, high quality and cost effectiveness of our products are expanding existing markets and will create
new markets for ultrasound imaging by:

o bringing ultrasound out of the imaging center to the patient’s bedside or the physician’s examining table;
and

o enabling physicians to conduct an “imaging physical” by incorporating ultrasound imaging into routine
physical examinations.

The size and complexity of traditional ultrasound systems typically compel physicians to refer patients to a
highly trained sonographer employed by an imaging center, such as a hospital’s radiology department. By
providing ultrasound at the primary point of care, our hand-carried, easy-to-use devices can eliminate delays
associated with the referral process and enable physicians to use ultrasound more frequently and in a wider
variety of clinical settings. This increased accessibility creates the potential for enhanced patient care through
earlier diagnosis of diseases and conditions.

We currently focus on six key market segments: radiology, obstetrics and gynecology, emergency medicine,
surgery, cardiology and vascular medicine. Gur current products include the SonoSite 180PLUS, for general
ultrasound imaging, and the SonoHeart ELITE, specifically configured for cardiovascular applications. These
products are used together with any of our five interchangeable handheld components, or transducers, that are
designed for specific clinical applications.

‘We were formerly the handheld ultrasound device division of ATL Ultrasound, Inc., or ATL. On April 6,
1998, we were spun off as an independent, publicly-owned Washington corporation to further the development
and commercialization of high performance, highly miniaturized, hand-carried, all-digital ultrasound imaging
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devices. ATL retained no ownership in us following the spin-off. Under an agreement with ATL, we hold a five-
year exclusive license to use any ATL ultrasound technology existing at the time of the spin-off, or created by
ATL during the three years following the spin-off, in ultrasound devices weighing 15 pounds or less. On April 6,
2003, this license becomes nonexclusive and, except for ATL patented technology or registered software, will
extend to use in ultrasound devices weighing more than 15 pounds. We sold our first products in September 1999
and have sold a total of over 6,000 units to date. For the year ended December 31, 2001, we had revenue of
$45.7 million.

Industry Background

Ultrasound emerged as a safe and noninvasive method to provide real-time, dynamic images for medical,
soft-tissue imaging purposes in the late 1950s. Ultrasound uses low power, high frequency sound waves to
provide noninvasive, real-time images of the body’s soft tissue, organs and blood flow. Ultrasound can be cost
effective by eliminating the need for more invasive and expensive procedures and allowing for earlier diagnosis
of diseases and conditions. To generate an ultrasound image, a clinician places the transducer on the skin or in a
body cavity near the targeted area. Tissues and bodily fluids reflect the sound waves emitted by the transducer,
which also receives these reflections. Based on these reflections, the ultrasound device’s beamformer measures
and organizes the sound waves and produces an image for visual examination, using digital or analog signal
processing or a combination of the two. Digital signal processing technology, such as that used by our products,
allows an ultrasound device to process greater amounts of information. Accordingly, digital ultrasound devices
produce higher resolution images than analog and hybrid analog/digital ultrasound machines.

Standard ultrasound imaging produces a two-dimensional image that physicians use to diagnose and monitor
disease states and conditions by analyzing the relative shading of tissues or organs. This is known as grayscale
imaging or two dimensional imaging. Colorization technology expands standard ultrasound imaging by enabling
physicians to generate an image showing the direction and extent of the relative velocity of blood flow through
the body, including the chambers and valves of the heart.

Initially, ultrasound was used to assess the general shape, size and structure of internal soft tissues and
organs. As ultrasound technology evolved, leading to improved image quality, ultrasound imaging has expanded
to radiology, obstetrics and gynecology, cardiology, emergency medicine, surgery and vascular medicine. In
recent years, technological advances have greatly improved the image quality of ultrasound systems and
substantially increased their diagnostic utility, encouraging growth in ultrasound procedure volume. Prior to our
products’ availability, however, high quality images could be produced only by highly trained sonographers
using traditional cart-based ultrasound imaging devices weighing up to 300 pounds and costing in excess of
$100,000.

According to Klein Biomedical Consultants, Inc., the worldwide market for ultrasound imaging devices was
approximately $3.1 billion in the year 2000. We believe that our products compete in market segments
representing approximately 22% of this market. In addition, we believe that the expansion of this market to new
users and new applications, enabled by the capabilities of our hand-carried ultrasound devices, will lead to
substantial additional demand for our products.

QOur Strategy

Our goal is to lead in the design, development and commercialization of high performance, highly
miniaturized, hand-carried, all-digital ultrasound imaging devices. Cur strategy to reach that goal consists of the
following key elements:

o Maximize productivity of our U.S. sales force. We currently employ 51 direct sales representatives in
the United States. We also employ several clinical application specialists who, by assuming responsibility
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for product installation and training, have enabled our sales representatives to improve their efficiency.
To further enhance the productivity of our sales force, we intend to:

o increase our investment in training, educating and mentéring our sales force;
o expand our clinical application specialist staff;
o initiate team selling for key corporate accounts; and
° organize our sales force by clinical markets and geographic regions.

° Raise market awareness of the SoncSite platform and brand mame. We believe the opportunity
exists to build the SonoSite name into a global brand synonymous with high performance, highly
miniaturized, hand-carried, all-digital ultrasound imaging. Although we have sold over 6,000 units to

date, our products are relative newcomers to the ultrasound market, the first having been introduced in
September 1999. To raise market awareness of our brand and our technology, we intend to:

o increase our marketing efforts to traditional users of ultrasound;

o market to potential new users by promoting innovative uses and clinical applications of ultrasound;
° increase our direct advertising to physicians and internists; and

o promote education and participate in trade shows.

o Maintain product and technology leadership. We believe our products represent the most advanced
technology in high performance, highly miniaturized, hand-carried, all-digital ultrasound devices. We are
committed to maintaining this technological advantage by continuing to enhance our existing products
and to create new ones. We employ over 50 people in research and development dedicated to creating the

next generation of SonoSite products. We plan to introduce a new product line in the second half of 2002
that we believe has the potential to significantly expand our user base.

° Increase our direct sales foree im key European markets. We have transitioned from a third-party
distribution model to a direct sales force in key European markets. We recently launched direct sales
operations in the United Kingdom, France and Germany and will soon expand to Spain. We now have 12
direct sales representatives in Europe, and we intend to significantly expand this team over the next
24 months. ‘

o Expand into mew ultrasound markets. We believe that the portability, high quality and cost
effectiveness of our products will result in the creation of new markets for us. We are bringing ultrasound
out of the imaging center directly to the patient at the primary point of care, such as the emergency room,
the physician’s office and other nontraditional ultrasound settings. We anticipate the development of an
“imaging physical” — the use of ultrasound imaging in routine physical examinations. We believe that
these new users and new applications of ultrasound offer us a significant potential for growth.

Our Products

We offer two types of hand-carried ultrasound imaging devices. These two ultrasound devices each consist
of an integrated color display, control panel, including navigational trackball, and alphanumeric keyboard. Both
devices are built on the same hardware platform, which provides internal storage for over 100 images, clinical
analysis packages, measurement tools and direct personal computer connectivity. These devices can be powered
through a standard electric outlet or by a rechargeable lithium ion battery, which will operate the device between
two and four hours, depending upon the type of use and age of the battery. Our ultrasound imaging devices weigh
less than six pounds with a single transducer attached and measure 13.3 inches long, 7.6 inches wide and
2.4 inches thick. Our two hand-carried ultrasound imaging devices are the following:

° SonoSite 180PLUS. We announced the introduction of the SonoSite 180PLUS in April 2001 and sold
our first unit of this product shortly thereafter. The SonoSite 180PLUS is a hand-carried ultrasound
device for general diagnostic imaging and offers the following major features:
= two dimensional, or B-mode, imaging, allowing real-time two-dimensional visualization of anatomic

structures within the body;




o M-mode imaging, providing a display of motion versus time. M-mode is particularly useful for
evaluation of fast-moving structures, such as valves within the heart;

o pulsed wave, or PW, Doppler technology. PW Doppler imaging is used to provide a quantitative
assessment of the velocity of blood flow. The name of the technology refers to the Doppler effect,
which is an apparent change in the frequency of the reflected ultrasound wave due to the relative
motion between the reflector and transducer;

o color power Doppler and directional color power Doppler, allowing two-dimensional visualization of
blood flow patterns;

o tissue harmonic imaging, or THI, a signal processing technique providing enhanced image quality by
using high frequency information to enhance image resolution; and

o basic echocardiogram, or ECG, capability. When visualizing the heart, it is often useful to visualize
basic relationships between cardiac motion and cardiac electrical activity. ECG provides this
capability.

o SonoHeart ELITE. On February 4, 2002, we announced the introduction of the SonoHeart ELITE, the
latest improvement on our existing platform for cardiology imaging. The SonoHeart ELITE is a hand-
carried ultrasound device intended for use by cardiologists and other healthcare providers in the
cardiology market. The SonoHeart ELITE has all the product features of the SonoSite 180PLUS, as well
as the following:

o continuous wave, or CW, Doppler technology, providing a quantitative assessment of blood flow
moving at speeds higher than PW Doppler is capable of assessing.

We offer five types of transducers. Each of our transducers may be used with either of our ultrasound
imaging devices. This interchangeability allows our customers to purchase a single hand-carried ultrasound
device that can be used in a variety of clinical applications.

° Transducers. Qur five transducers are designed for use in the following clinical applications:
= general abdominal and obstetrics imaging;
o intracavitary and gynecological ultrasound imaging;
° neonatal, vascular and pediatric imaging;
e cardiac, thoracic and abdominal imaging, and trauma assessment; and

o breast, musculoskeletal, vascular, interventional and small-parts imaging.
We also offer the following related accessories and educational programs:

o Accessories. We sell the SiteStand mobile docking station and the SiteLink imaging software, both of
which enable communication between our products and third-party output devices, such as printers,
storage devices and networks. We also offer a high resolution, 15-inch flat panel monitor that may be
physically connected with our SiteStand to increase the image size and allow easy consultation among
healthcare providers.

o Specialized training and education. We developed the SonoSite Institute for Training and Education, or
S.I.T.E., an initiative that seeks to enable physicians and other healthcare providers who currently do not
use ultrasound imaging to become competent in the general use of ultrasound and the fundamental
operation of our products. Through S.I.T.E., we offer an internal program, OnSite, as well as programs
developed by third-party, accredited education providers. We offer our customers education vouchers that
may be purchased for use with any of these educational programs. In addition, with the help of well-
known ultrasound clinicians, we produced SonoKnowledge, an educational package of ultrasound training
materials, product operation training and accredited continuing medical education.
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Sales and Marketing

Initially, we sold and marketed our products through third-party medical product distributors worldwide.
Currently, we have moved to a direct sales model in the United States, the United Kingdom, France and
Germany, and anticipate expanding our direct sales efforts to other key European markets, including Spain. We
rely on third-party distributors in those markets where we do not have a direct sales staff.

In February 2000, we initiated our direct sales operation in the United States. In 2001, we significantly
expanded the size of our U.S. direct sales efforts by increasing the number of sales representatives from 26 to 51.
We expect to expand our U.S. team within the next 12 months with the addition of clinical application
specialists, who will provide product demonstration and installation support to our sales representatives. In
addition, we intend to focus our sales representatives on specific clinical markets in addition to geographic
regions. We believe that these efforts will increase the productivity of our direct sales representatives.

In the United States, we have complemented our direct sales efforts by entering into group purchasing
agreements with major healthcare group purchasing organizations, or GPOs. Typically, a GPO negotiates with
medical device suppliers, such as us, on behalf of the GPO’s member healthcare facilities, providing such
members with uniform pricing and terms and conditions. In exchange, the GPO identifies us as a preferred
supplier for its members. Member facilities participating in the GPO’s purchasing program can consist of
hospitals, medical group practices, nursing homes, surgery centers, managed care organizations, long term care
facilities, clinics and integrated delivery networks. Currently, we have GPO supply agreements with AmeriNet,
Inc., Kaiser Permanente, Novation, LLC, Premier, Inc. and Broadlane, Inc.

Elsewhere outside the United States, we continue to sell to other potential markets through third-party
foreign distributors, such as Olympus Promarketing Inc. in Japan. Additionally, in the United Kingdom we have
a supply agreement with the Purchasing and Supply Agency of the National Health Service, or NHS, which
contracts on a national basis for products and services purchased by the NHS.

We derived approximately $23.8 million, or 52%, of our sales revenue from domestic sales in 2001. This
compares to approximately $15.2 million, or 47%, and approximately $4.3 million, or 42%, in 2000 and 1999.

We derived approximately $21.9 million, or 48%, of our sales revenue from foreign sales in 2001. This
compares to approximately $16.9 million, or 53%, and approximately $5.9 million, or 58%, in 2000 and 1999.
Japan accounted for approximately $7.8 million, or 17%, of our revenue in 2001. This compares to
approximately $8.3 million, or 26%, and approximately $0.1 million, or 1%, in 2000 and 1999. We attribute
revenue to a foreign country based on the location to which we ship our products.

Cur revenues from international sales may be adversely affected by a number of risks, including
competition, currency rate fluctuations, reduced protection for intellectual property rights, longer receivables
collection periods, the cost or difficulty in localizing products for foreign markets, and the cost or difficulty of
compliance with export laws, including license requirements, trade restrictions and tariff increases.

Patents and Intellectual Property Rights

We rely on a combination of patent, copyright, trademark and trade secret laws and other agreements with
employees and third parties to establish and protect our proprietary rights. We require our officers, employees
and consultants to enter into standard agreements containing provisions requiring confidentiality of proprietary
information and assignment to us of all inventions made during the course of their employment. We also seek to
enter into nondisclosure agreements with our commercial counterparties and limit access to, and distribution of,
our proprietary information.

We are commiitted to developing and protecting our intellectual property and, where appropriate, file patent
applications to protect our technology. We own five U.S. patents relating to various aspects of our products,
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including the weight of digital beamformers, beamforming capabilities, digital conversion circuitry, transceiver
circuitry and circuit integration. Subject to our paying maintenance fees, these patents will remain in force for a
number of years. We currently have four patent applications for which notices of allowance have been granted,
and 10 other patent applications pending.

We license certain ultrasound technology from our former parent, ATL, under a Technology Transfer and
License Agreement executed at the time of our spin-off as a public company. Under that agreement, we have a
five-year exclusive license to use any ATL ultrasound technology existing at the time of the spin-off, or created
by ATL during the three years following the spin-off, in ultrasound devices weighing 15 pounds or less. After
five years, this license becomes nonexclusive and, except for ATL patented technology or registered software,
will extend to use in ultrasound devices weighing more than 15 pounds. As part of this arrangement, we cross-
license certain of our technology to ATL for use in ultrasound devices weighing more than 15 pounds.

We hold a number of registered and unregistered trademarks, service names and domain names that are used
in our business. Generally, federally registered trademarks offer protection for renewable terms of 10 years so
long as the mark continues to be used in commerce.

On July 24, 2001, Neutrino Development Corporation filed a complaint against us, which alleged that our
sale and manufacture of our hand-carried ultrasound devices infringed upon a patent held by Neutrino. We
responded to the claim, asserting alternative defenses of noninfringement and patent invalidity. In addition, we
filed a counterclaim seeking a declaratory judgment of noninfringement and invalidity regarding Neutrino’s
patent. We also defeated Neutrino’s request for a preliminary injunction preventing us from manufacturing and
selling our products pending the ultimate disposition of the litigation. On February 20, 2002, in what is known as
a “Markman” hearing, the parties presented their arguments regarding the proper construction of Neutrino’s
patent claims. The court has not yet ruled on the issues presented in that hearing. We continue to vigorously
defend ourselves against this claim and we are confident of a positive outcome. Nevertheless, we have been
forced to incur substantial expenses in defense of this claim, and we expect to incur additional substantial
litigation expenses until the claim is resolved.

Competition

We currently face competition from companies that manufacture cart-based and portable ultrasound devices.
The dominant competitors in this industry are GE Medical Systems, a unit of General Electric Company,
Siemens AG and Philips Medical Systems, a unit of Koninklijke Philips Electronics, N.V. that recently purchased
two other competitors, Agilent Healthcare Solutions Group and ATL, our former parent company. In addition, as
the market for hand-carried, high performance ultrasound devices develops, we expect competition to increase as
potential and existing competitors enter the hand-carried market or modify their existing products to more closely
approximate the combined portability, quality, performance and cost of our products. Qur current competitors in
the hand-carried market include GE Medical Systems, Agilent/Philips Medical Systems, Biosound Easaote, Inc.,
Medison America Inc., a subsidiary of Medison Company, Ltd., and Terason, a division of TeraTech
Corporation. Other potential entrants to the hand-carried market include Novasonics, Inc.

Research and Development and Technology

We currently employ over 50 individuals dedicated to the technical support and enhancement of our
products and development of new generations of products. Since our spin-off from ATL, we have invested a
cumulative total of $46.4 million in research and development.

For the twelve months ended December 31, 2001, 2000 and 1999, expenses attributable to research and
development for our business totaled $12.7 million, $11.8 million and $14.5 million. We believe our products
represent the most advanced technology in high performance, highly miniaturized, hand-carried, all-digital
ultrasound imaging devices. We believe our technology gives us a competitive advantage, and we are committed
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to maintaining this advantage by continuing to enhance our existing products and create new ones. Accordingly,
we intend to maintain our research and development expenses at levels we believe necessary to maintain this
competitive advantage.

Manufacturing

Prior to the fourth guarter of 2000, we had outsourced the manufacture of our products to ATL. In the fourth
quarter of 2000, we transitioned product manufacturing to our own facility in Bothell under the control of our
employees. In order to make this transition, we built a series of manufacturing lines and developed our own
manufacturing processes and procedures.

We depend on suppliers, including some single-source suppliers, to provide highly specialized parts, such as
custom-designed integrated circuits, cable assemblies and transducer components. We also depend on single-
source suppliers to provide other components such as image displays, batteries, capacitors and cables. We do not
maintain significant inventories of components. While our suppliers have generally produced our components
with acceptable quality, quantity and cost in the past, they have experienced periodic problems that have caused
us delays in production. To date, these problems have not resulted in lost sales or lower demand.

Government Regulation

The manufacture and sale of our products are subject to extensive regulation by numerous governmental
authorities, principally the U.S. Food and Drug Administration, or FDA, as well as several other state and foreign
agencies. The FDA requires that all medical devices introduced to the market be preceded either by premarket
notification clearance under Section 510(k) of the Federal Food, Drug & Cosmetic Act, or an approved
premarket approval application, or PMA. By granting 510(k) clearance, the FDA indicates agreement with an
applicant’s determination that the product for which clearance has been sought is substantially equivalent to
medical devices that were on the market prior to 1976 or have subsequently received clearance. A premarket
approval indicates that the FDA has determined the company must submit clinical trial data and manufacturing
quality assurance information to prove it is safe and effective for its labeled indications. The process of abtaining
510(k) clearance typically takes approximately two to three months, while a premarket approval process typically
takes more than a year. We received 510(k) clearance for the SonoSite 180 system with 10 clinical applications
in March 1999 and 510(k) clearance for the SonoHeart system in December 1999. We increased the clinical
applications to 14 with the 510(k) clearance received in November 2000. We believe that our future generation
hand-carried ultrasound devices will also require only 510(k) clearance. Also, in August 2001 the FDA classified
as a class II field action a May 2000 software upgrade we issued to correct an error in an algorithm contained in
one of our products. We are currently appealing the FDA’s classification. If our appeal of this classification is
unsuccessful, we will be required to take additional steps to ensure that all affected purchasers receive the
upgrade. If required to take action, we do not believe the associated costs will be significant.

Our products and our product components are also subject to various domestic and foreign manufacturing
standards and electrical safety and emission standards, such as those of Underwriters Laboratories and the ISO
9001 standards, described below. We and our suppliers are subject to FDA regulations governing registration of
manufacturing facilities and compliance with the FDA’s Quality System Regulations, or QSR. The FDA
performs periodic unannounced on-site inspections to determine compliance with such regulations. The FDA
inspected our manufacturing facility in August 2001. In addition, the British Standards Institution performed a
management systems assessment of our manufacturing processes in May 2000, February 2001 and June 2001.
These inspections resulted in our submitting and implementing corrective action responses, and we believe those
responses have been accepted by those agencies. We believe that we are currently in compliance with applicable
QSR.

Our regulatory compliance programs encompass verification of our compliance with international standards
for medical device design, manufacture, installation, and servicing, known as ISOC 9001 standards. On
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September 13, 1999, we received Conformite Europeene, or CE, Marking approval, signifying European
Certification to the international quality system standards and to the European Medical Device Directive, which
encompass ISC 9001 standards. The Certification allows us to distribute the SonoSite 180 and SonoHeart devices
to the 19 countries of the European Union and the European Free Trade Association. The FDA harmonized in
June 1998 its QSR for the United States with ISO 9001 and EN 46001 standards.

Service and Warranty

Our typical warranty period is one year and is included with the original purchase of our ultrasound imaging
devices. However, the customer can purchase a service contract from us to extend the original warranty period or
enhance its coverage. All returned products are diagnosed for cause of failure and for possible design
improvements to incorporate in future products.

Employees

As of December 31, 2001, we had approximately 250 full-time employees, of which approximately 21%
were engaged in research and product development, 30% in manufacturing, 40% in sales and marketing activities
and the remaining 9% in administrative capacities, including executive, finance, human resources, regulatory and
information services and technology. Of these, approximately 240 are U.S. employees. There has never been a
work stoppage and no employees are covered by collective bargaining agreements. We believe our employee
relations are good.

Important Factors That May Affect Gur Business, Our Results of Operations and Qur Stock Price

If our products do not gain market acceptance, we will fail to generate sufficient revenue to maintain our
busimess.

The market for hand-carried, high performance ultrasound devices is new and largely undeveloped. Our
products represent a new technological alternative to traditional ultrasound examinations. We seek to sell our
products to current users of ultrasound, as well as to physicians and other healthcare providers who do not
currently use ultrasound, and our success will depend on the acceptance of our products by the medical
community, patients and third-party payors as medically useful, safe and cost-effective. Competing hand-carried
or traditional cart-based ultrasound devices may be more cost-effective than our products. Physicians and other
healthcare providers may adopt our products at a slow rate, if at all. If the market fails to accept our products, we
will be unable to generate sufficient sales revenue to maintain our business. ‘

If we are unable to compete effectively, we will fail to generate sufficient revenue to maintain our business.

We currently face competition from companies that manufacture cart-based and portable ultrasound devices.
The dominant competitors in this industry are GE Medical Systems, a unit of General Electric Company,
Siemens AG and Philips Medical Systems, a unit of Koninklijke Philips Electronics, N.V. that recently purchased
two other competitors, Agilent Healthcare Solutions Group and ATL, our former parent company. These
competitors are very large, global organizations and have the following advantages over us:

o greater financial and infrastructure resources;

o larger research and development staffs;

o greater experience in product manufacturing, marketing and distribution;
o greater brand name recognition; and

° long-standing relationships with many of our potential customers.

These manufacturers of cart-based and portable ultrasound devices could use their greater resources to
increase and withstand competition through various means, including price and payment terms, product quality,
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market penetration, employee compensation, hospital systems integration and complementary services such as
warranty protection, maintenance and product training. Existing product supply relationships between these
companies and our potential customers could discourage widespread adoption of our products due to brand
loyalty or preferred customer discounts. Competition from these companies could result in higher turnover of our
employees. If we are unable to respond to competitive pressures from the cart-based and portable ultrasound
markets, we could experience delayed or reduced market acceptance of our products, higher expenses and lower
sales revenue.

In addition, as the market for hand-carried, high performance ultrasound devices develops, we expect
competition to increase as potential and existing competitors enter the hand-carried market or modify their
existing products to more closely approximate the combined portability, quality, performance and cost or our
products. Our current competitors in the hand-carried market include GE Medical Systems, Agilent/Philips
Medical Systems, Biosound Easaote, Inc., Medison America Inc., a subsidiary of Medison Company, Ltd., and
Terason, a division of TeraTech Corporation. Other potential entrants to the hand-carried market include
Novasonics, Inc. These competitors may develop highly portable or hand-carried ultrasound devices that offer
the same or greater reliability and quality, perform greater or more useful functions, or are more cost-effective
than our p